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Essay on Accounting fundamentals






Introduction
Accounting is one of the most important aspects of running a successful business. The outcome of a company's accounting practice is the first step in the direction of success (Penman, 2016). Accountants must adhere to certain principles while practicing accounting in order to achieve the best possible outcome from their efforts in the field. This essay is primarily concerned with the examination of accounting's fundamental principles. An illustration of financial statements of a company, as well as a comprehensive discussion of accounting principles, are included.
Adjusted Trial Balance
For the months ended 31st December 2021
	[bookmark: _Hlk96674658]
	Debit (£)
	Credit (£)

	Finance Income
	
	4,000

	Finance expense
	16,000
	

	Share Capital
	
	347,900

	Bank
	
	2,000

	Prepaid Insurance
	   1,520
	

	Opening Inventory
	  90,000
	

	Machinery at cost
	120,000
	

	Depreciation of Machinery
	  37,500
	

	Buildings at cost
	750,000
	

	Depreciation of Buildings
	   25,000
	

	Provision for Depreciation – Buildings
Add: Depreciation
	
	100,000
  37,500

	
	
	1,37,500

	Provision for Depreciation – Machinery
Add: Depreciation
	
	25,000
25,000

	
	
	50,000

	Legal expenses
	7,000
	

	Heating and Lighting
	10,000
	

	Long Term Loans
	
	200,000

	Rent and Rates
	24,780
	

	Insurance
Less: Prepaid Insurance
	17,520
  1,520
	

	
	16,000
	

	Invoice
	  3,220
	

	[bookmark: _GoBack]Accrual Invoice 
	
	3,220

	Postage and Stationery
	  6,000
	

	Share Premium
	
	100,000

	Sales Revenue
	
	900,000

	Retained Profits
	
	50,000

	Travelling Expenses
	5,000
	

	Motor Running Expenses
	8,700
	

	Salaries and Wages
	150,000
	

	Bad Debt
Add: Adjusted Bad Debt
	4,000
1,000
	

	
	5,000
	

	Purchases 
	560,000
	

	Revaluation Reserve
	
	100,000

	Provision for bad debts
Add: adjusted provision for bad debts 
	
	3,000
1,000

	
	
	4,000

	Taxation
	12,900
	

	Trade Receivables (debtors)
	400,000
	

	Trade Payables (creditors)
	
	350,000

	
	22,48,620
	22,48,620
















Income Statement of General Supplies Ltd
for the year 31st December, 2021
	Details
	£
	£

	Sales Revenue
	
	900000

	
	
	

	Cost of Sales
	
	

	Opening Stock
	90000
	

	Add: Purchase
	560000
	

	Less: Closing Stock
	(125000)
	

	
	
	(525000)

	Gross Profit
	
	375000

	Less: Operational Expenses
	
	

	Legal expenses
	7000
	

	Invoice
	3220
	

	Postage and Stationery
	  6000
	

	Travelling Expense
	5000
	

	Motor Running Expenses
	8700
	

	Salaries and Wages
	150000
	

	Bad Debt
	5000
	

	Heating and Lighting
	10000
	

	Rent and Rates
	24780
	

	Depreciation of Machineries
	37500
	

	Depreciation of Buildings
	25000
	

	Insurance
	16000
	(298200)

	Operating Profit
	
	76800

	Finance Incomes
	4000
	

	Finance Expenses
	(16000)
	

	Profit Before Tax
	
	64800

	Less: Taxation
	
	(12900)

	Net Income
	
	51900



General Supplies Ltd’s Financial Statement
For the year 31st December, 2021
	Details
	£
	£

	Non- Current Assets:
	
	

	Machinery at cost
	120000
	

	Buildings at cost
	750000
	870000

	Current Assets:
	
	

	Inventory (Closing Stock)
	125000
	

	Prepaid Insurance
	   1520
	

	Trade Receivables (debtors)
	400000
	526520

	Total Assets
	
	1396520

	Equities and Liabilities:
	
	

	Non- Current Liabilities:
	
	

	Long Term Loans		
	200000
	

	Current Liabilities:
	
	

	Bank
	2000
	

	Trade Payables (creditors)
	350000
	

	Accrual Invoice
	3220
	

	Provision for Depreciation – Machinery
	50000
	

	Provision for Depreciation – Buildings
	137500
	

	Provision for bad debts
	4000
	

	Total Liabilities
	
	746720

	Equity:
	
	

	Share Premium
	100000
	

	Retained Profits
	50000
	

	Share Capital
	347900
	

	Add: Net Income
	51900
	

	Revaluation Reserve
	100000
	

	Total Equity
	
	649800

	Total Capital and Liabilities
	
	1396520



Accounting Principles
In finance, accounting is the method of documenting monetary operations, storing and analysing the data as well as summing up and conveying the results in a variety of reports and analyses. Accounting is indeed an area of knowledge and a profession that is devoted to the performance of those duties (S.A.Z, 2012). Accounting is a method of determining a company's success that is used to track financial data. Accounting assists us in determining the past performance of a business as well as the current position of that business. It also provides us with the ability to predict the future of a company.
There are some fundamental principles that must be followed in order to make use of accounting. These accounting principles are referred to as "Generally Accepted Accounting Principles (GAAP)" in the accounting world. These principles are,
Economic Entity Principle of Accounting: A company has its own legal entity, which indicates that the owner and the company are two separate legal entities with their own legal identities. Because the owner is a separate legal entity, the financial activities of the company should be kept separate from the financial activities of the owner's personal finances (Krishnan, 2015). When organisations are just starting up, the economic entity principle is especially important as that is when the entrepreneurs are the most likely to cohabitate their personal funds with that of the company or organisation.
Elaborately, the owner can not mix his or her personal incomes and expenses with company’s incomes and expenses and same goes with the assets and liabilities. This implies that every entity must have its own set of accounting documentation and banking information, and the financial assets of the entity's owners or company associates should not be mixed in with those of the other entities (Hopper, 2011). Additionally, every business transaction must be explicitly associated with a particular entity.  
Businesses come in a variety of shapes and sizes, but the separated entity has the greatest impact on sole proprietorship businesses, where owners find it difficult to keep the business's entity separate from his or her own, and the two entities become confused on a regular basis.
Monetary Unit Principle of Accounting: It is stated in the monetary unit principle that every business transaction that is to be recorded in accounting methods should be expressed in terms of currency. According to the monetary unit principle, any records pertaining to employee efficiency levels or customer satisfaction ratings will not be considered business transactions to be recorded. The value of increased productivity among employees as a result of a valuable speech delivered by their manager, for example, will not be able to be recorded in the accounting system.
The time value of money is not taken into consideration by the monetary unit principle. According to this principle, the value of a transaction will be stable for a period of time after it has been completed. The high levels of sustained price inflation experienced by most economic systems make this statement inaccurate; for example, an investment made to purchase an item two decades ago is worth significantly more than just the investment made today, owing to a decline in the purchasing power of the dollar over the years that have ensued.
Going Concern Principle of Accounting: This going concern principle also known as Continuing Concern Principle of Accounting. The concept of "going concern" is one of the most fundamental and significant principles in accounting. The principle refers to the assumption that the company will continue to operate indefinitely and will complete its current plans, as well as meet all of its financial obligations during its fiscal period. All of these responsibilities will be repeated by the company in the following fiscal year. 
A company's assets lose value when it is no longer able to conduct business in the market. The value of the assets on the company's balance sheet decreases by a greater amount than the amount of money that the assets are worth on the company's balance sheet (Rapp, 2017). This occurs because, on occasion, businesses customise assets that do not generate sufficient demand from other businesses, resulting in resale values that are lower than the costs incurred by the business in purchasing the asset in question.
If an auditor has reasonable grounds to believe that a company would not be able to cope with these challenges, meet its contractual obligation, and preserve its resources, the auditor is required to include this information in the inspection report.
Full Discloser Principle of Accounting: The primary objective of this principle is to promote openness and accountability. A company will be required to disclose any and all information that could have a direct or indirect impact on the investment decisions of an investor or lender, including financial information (Hadid, 2021). This includes information about financial matters. When we look at the annual report of any company, we can see that there are a significant number of footnotes in the document. Because the full disclosure principle was followed, these footnotes contain all of the information that is necessary, and they are the result of this practice. 
It is extremely difficult to determine how to perceive this principle because of the immense number of data that can be obtained. In order to minimize the amount of information disclosed, it is common practice to just publicly release news and information that are highly probable to have a structural impact on the economic position or overall profitability of the entity in question.
The full disclosure principle promotes transparency and aids in the elimination of unfair business practices from the market. Even accountants must exercise caution when preparing financial statements because it is against the law to conceal any information that could have an impact on the investment decisions of investors or lending institutions.
Matching Principle of Accounting: The matching principle is one of the most used principle among the accountants. This principle helps to reduce the error rate of financial reports. Matching principle believes that every income occurred against expenses within the same period. It is especially significant in the theory of revenue recognition to adhere to the matching principle (Cooper, 2017). The matching principle states that somehow a company's income and expenses are about the same in the same period, if possible. They can do that in order to establish a link between the expenditures of a resource or revenue and the services it provides.
For example, In the case of expenditures, identifying them earlier than necessary results in a reduction in net income. Identifying a cost later in the accounting period may result in an increased net revenue than is actually realised.
A company will employ this matching principle in order to maintain consistency in their financial statements. If expenses are recognized at the wrong time in the financial statements, the financial statements can be significantly distorted. It is possible for a company to end up in a financial situation that is not appropriate for the company's financial situation. With the matching principle in place, the company is better able to avoid understating its revenues for a given period of time.
Revenue Recognition Principle of Accounting: The time at which income was generated is the primary focus of this principle. In business, there are some transactions in which the payment is either received in advance or is due immediately (Chaplin, 2016). According to the revenue recognition principle, revenue is not recognised based on when a payment is received by the company. The revenue is only recognised after the product or service has been delivered to the customer.
Consider the scenario in which a company receives payment from a customer before providing the product or service to the customer. The payment is recorded as a cost by the company's accountants, rather than as revenue by the company's accountants. In their records, they classify the transaction as a liability for the company. They keep track of the money they make after providing the requested service or delivering the desired product to the customer.
The revenue recognition principle is the most significant distinction between cash basis accounting and accrual basis accounting, as this principle states that revenue should be recognized when the payment of the revenue is earned rather than when the payment is received.
The Materiality Principle of Accounting: A business deals with thousands of transactions on a daily basis, which is a significant amount of transactions. Providing all of this information is not only unnecessary, but it is also extremely time consuming. The materiality principle allows for some degree of flexibility in this situation (Banerjee, 2019). This principle states that information about a company that will not have an impact on the dissemination of false or misleading information about the company will not be required to be disclosed. As a result, the materiality principle allows for greater flexibility in ignoring immaterial information.
When a company is faced with the decision of which components are material and which are not, the materiality principle is the best tool to use. Those components should be ignored if they have zero or near-zero impact on the overall result, but can result in massive time savings by reducing the number of reports that will be required if the accountants are required to provide input for every immaterial item. It is beneficial to consult with the business's audit committees about what represents a material item in order to ensure that these components are not raised as concerns when the accounting records are evaluated.
The Conservatism Principle of Accounting: Corporations adhere to the conservatism principle when they record an expenditure or a liability whenever the possibility of an uncertain outcome exists, and when they record a revenue or an asset when they are certain of receiving the outcome (Ali, 2010). 
So, the conservatism theory states that when there is a possibility to incurred a loss, the accountants of the company should record that transaction and on the other hand if there is just a possibility to earn a revenue against same amount of possibility to not earn the revenue, the accountants should not record that information and to wait till the information becomes certain about receiving the revenue.
Consequently, when faced with a decision between many consequences in which the chances of occurring are equivalent, you should acknowledge the transaction that results in the lowest level of profit, or at the very slightest the refusal of a profit, as the most profitable. As an example, if there are several potential consequences with equivalent possible outcomes of occurring that will have an impact on the price of an investment, actually, recognise the transaction that results in a reduced documented valuation of assets.  
The Cost Principle of Accounting: Generally speaking, the cost principle states that a company should provide the value of an asset in the same amount that it was purchased for. The time value of money and market inflation are not taken into consideration by the cost principle. The cost principle takes into account depreciation costs, but every year the depreciation costs will be added to the ledger with a new entry, while the asset's value will remain constant from the day it was purchased until today.
In accordance with the cost principle, a business is prohibited from documenting a resource that was not obtained in a transfer of funds. A business cannot document its phenomenally competent executive team as a resource, nor can it notify its extremely valuable brand name that it has developed over the course of several years as an asset, for this reason. It is possible that most of an organisation's most significant assets will just not show up on the financial statements as a consequence of the cost principle. In the other scenario, if a business buys a rival's brand name for $2.5 million in a single exchange, the brand name will be recorded as a resource at the $2.5 million purchase price (Luther, 2008).
All of these principles are generally accepted and used by accountants throughout the world when preparing financial reports with the goal of obtaining the best possible outcome from the reports. Along with preserving fairness and minimizing the use of unfair business practices, it is important to protect the environment.
Conclusion
The practice of accounting serves as the foundation of a corporation. There are many principles that should be followed in order to achieve the best possible outcome, and these principles should be followed when preparing the financial statements of a company. Examples of such principles include the revenue recognition principle, materiality principle, full disclosure principle, and many others (Penman, 2016).
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